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CHAPTER 3:
COMPETITION IN THE LATE 1990s

The time was ripe for market forces to assert themselves in the Texas local
telephone service market in the late 1990s. As discussed in Chapters 1 and 2, the Texas
Legislature, Congress, and the Commission successfully laid the groundwork for
competitive access to local exchange service in Texas over the last several years. This
chapter examines how CLECs responded to this new opportunity.

As of December 31, 2000, a total of 432 carriers had been granted COAs or
SPCOAs from the Commission. A company that obtains either of these certificates is
considered a competitive local exchange company (CLEC). Qualifying for and obtaining
either certificate is the minimum action that every CLEC must take to be allowed to
provide local exchange service in Texas. While 311 of the carriers currently certificated
to provide competitive local exchange service in Texas obtained their certificates by
December 31, 1999, the period for which the Commission requested operations data for
this report, many of these CLECs did not yet have customers. Many other CLECs were
small with limited financial resources, so a simple review of the number of CLECs in
Texas does not give a complete picture of the competitive choices available to customers
in various geographic regions of the state.

This chapter presents snapshots of the statewide market penetration of CLECs in
the late 1990s and discusses the factors involved in competitive local exchange service
across the various regions of Texas. A data collection instrument was designed to
capture the different means of entering the service territories of ILECs: reselling
telephone services, leasing UNEs, or building new plant and equipment. The
Commission’s ability to collect data for this report from telecommunications providers in
the emerging competitive market was limited due to increasing concern among providers
about the confidentiality of competitively sensitive information.”’ To obtain information
from providers for this report, the Commission allowed for aggregation of data among
providers and across regional areas, which limits the extent to which analysis can be
achieved. Appendix H discusses the data collection instrument and the information it
requested from ILECs and CLECs.

In order to capture the spread of competition across the various areas of Texas,
the Commission developed a data collection instrument that would capture the

19 A recent Attorney General letter ruling and other judicial decisions and legislative changes have
heightened the reluctance on the part of private companies to provide confideatial information to public
agencies. The fact that the Commission received data replies from only 128 of the 311 companies
certificated to provide service during the period in question is attributable in significant part to the concerns
about the confidentiality of data. These concerns, and the Commission's interest, are discussed in
Legisiative Recommendation No. 2 in Chapter 7 of this report,
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differences in the market penetration of CLECs between urban and rural areas of Texas
and highlight any differences within Rural Texas.*' Because Texas is a very diverse state,
CLECs will not be entering all markets with the same vigor. The data show that CLECs
focused on the Large Metro and Suburban areas of Texas in 1998 and 1999.

Availability of Local Service Competitors

There are a number of perspectives from which to evaluate the availability of
competitive providers for local exchange service. Each vantage point has its limits, but
together they offer a comprehensive view.

TEXAS: MORE COMPETITORS THAN OTHER STATES

At the end of 1999, Texas tied with only New York to lead the nation in number
of providers, according to the FCC report, Local Telephone Competition in the New
Millennium.** The FCC based its analysis on information reported by ILECs and CLECs
(only those carriers serving at least 10,000 lines in a state were required to report). The
state-by-state comparison is shown in Table 1. Texas and New York had at least 21
CLEC:s providing service, while most states reported fewer than ten CLECs.

*! Commission staff designed the categories of data requested to show the level and growth of
competition in 69 areas of Texas distinguished by level of popuiation and geographic location. A
socioecanomic profile of the various regions of Texas used for the analysis of the data in this report can be
found in Appendix L

 Local Telephone Competition in the New Millennium, Federal Communications Commission,
Common Carrier Bureau, Industry Analysis Division, August 2000.
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Table 1 ~ Number of Reporting Local Exchange Carriers: Year-End 1999

State ILECs CLECs Totai
Alabama 9 4 13
|Alaske 4 2 [}
Arizona 2 8 10
Arkansas 5 1 8
Calfomia 9 17 28
Colorado 4 7 11
Connecticut 2 5 7
Delaware 1 1 2
District of Columbia 1 5 8
Florida_ 8 17 25 ]
[Georgia _ 15 13 28
Hawai 1 2 3
Idaho 3 ] 3
lllinois 8 13 19
Indiana 7 7 14
lowa 8 3 9
Kansas ] 2 7
Kartucky 12 4 18
Louisiana S 8 1
Maine 5 2 7
Maryiand 1 4 -] -
Massachusetts 1 9 10
Michigan 8 5 11
Minnesota 17 10 27
Mississippi 4 4 8
Missouri 8 5 11
Montana 7 2 9
Nebraska 8 1 7
Nevada 5 3 8
New Hampshire 5 2 7
New Jersey 3 8 11
New Mexico 3 i 5
New York 9 21 30
North Carviina_ 14 8 22
North Dakota 7 2 9
9 10 19
Ckiashoma ] 2 11
[Oregon _ 8 8 14
Puerto Rico 1 [1] 1
FRhode Isiand 1 -1 2
South Carcine 14 1 15
South Dakota _ 8 2 8
Tennesses 14 7 21
TEXAS 18 21 38
Utah 3 2 5
Vermort 4 1 -]
Virginia 7 7 14
Washingion 9 9 18
Waat Virginia 2 L 3
.| Wisconsin _10 8 18
Wyoming 2 1 3
Nationwide - Total without duplication™ | ___ 168 81 249

* Each report represants all of a company's operitions In & given state. Carriers with both ILEC and CLEC cperations in
the same state provide separats reports.
"Not column toteis; numbers represent total numbaer of camens nationwids (some cperate In more than one state).
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NUMBERS OF COMPETITORS By CITY

The HB 1777 Data Collection Instrument

The Commission has available a new source of data that is precise in comparing
the actual number of choices for similar service a customer has in a given locale. These
data are that which must be reported by cities on a quarterly basis in order to comply with
HB 1777 (relating to a uniform method for compensating municipalities for obtaining
right-of-way access).’ This data set reveals which providers are providing service in a
given Texas municipality in the following service category groupings:

¢ Residential Services: analog and/or digital residential switched access lines,
including point-to-point private lines, whether residential or non-residential,
only to the extent such lines provide burgiar alarm or other similar security
services. '

e Business Services: analog and digital non-residential switched access lines.

¢ Point-to-point (Data) Services: all other point-to-point private lines,
whether residential or non-residential, that are not otherwise included within
the residential service category.

For the purposes of compiying with HB 1777, a telecommunications provider
must report the number of lines it provides in each of the three categories above in each
city it serves. The basis for counting the number of choices customers have in a given
city for purposes of creating the maps in Figures 1-3 was to count the number of
providers reporting the above data in that city. In other words, a provider reporting that it
provides some services in the residential services category to at least some lines in a town
is assumed to be one of the total number of providers operating in that town. The data
reported from 1,222 cities supply the data points that are used to make each map.

“ Loc. Gov't. CODE ANN. §§ 283.001-283.058 (Vernon 1999 and Supp. 2000).
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Geograbhlc Distribution of Providers, by Type of Service

Residential Services

In Figure 1, which maps CLECs that offer residential services, note that all smal]
circles, or “zeroes,” indicate town locations where there is no choice available for an
alternative provider of residential services. The open triangles indicate towns where
there is a small range of choices available, The gray shaded areas indicate towns where
the number of providers is sufficient to offer a chance of competitive choice. The black
circles indicate towns where there is an abundant choice of providers for residential
services. As the map indicates, competition has clustered in population centers and in
East Texas.

Business Services

An examination of the corresponding data for business in Figure 2 shows that the
competition clusters in similar areas, but the providers are not as numerous.

Point-to-Point Services

Data services, though not a big part of the telecommunications market in the past,
will be increasingly important to telecommunications providers and customers.
According to a study by J. P. Morgan Securities, data services nationwide will grow from
$31.4 million in 1999 to a projected $90.9 million in 2005.* The demand for data
services likely will be centered in high-density, higher income areas of Texas, where
many CLECs have focused their efforts in the past two years, as shown in Figure 3.

The results of the HB 1777 data coilection instrument show that customers have a
good selection of data services providers in Houston, Dallas, Austin, San Antonio and, to
a lesser extent, East Texas.

“ 1. P. Mocgan Securities, Industry Analysis: Telecom Services, at 4 (Sept. 8, 2000).
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Figure 1 - Residential Service Providers
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Source: Pubiic Utiilty Commission HB 1777 Data Collection Instnuament
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Figure 2 - Business Service Providers

Source: Public Utiity Commission HB 1777 Data Collection instrument
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Figure 3 - Data Service Providers

Source: Public Utility Commiasion B 1777 Data Collection instrument
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Analysis of the Histogram Data

The histogram data that supported the above figures is shown in the table below
and reveals a few more insights.

Table 2 - Number of Providers for Texas Towns

Number of Number of Texas fowns with that many
providesn ina providers, by type of service
_gg‘von town
Residential Business Data Services
Services Servicee
1 257 554 843
2 229 273 77
3 178 133 27
4 143 &3 3
5 92 a3 3
& 58 K1) 0]
7 53 23 3
8 42 8 0
9 30 12 1
10 32 11 0 -
1 25 7 Q
12 8 9 1
13 14 4 1
14 12 1 0
15-19 29 5 0
20 or more 10 5 1]

Source: Public Utility Cormmission of Texass HB 1777 Deta Collection Instrument

This data set shows that residents in a good number of cities have a very sizeable
number of choices of CLECs. Data show that ten cities have twenty or more CLECs
serving residential customers, and residential customers in 130 towns and cities have ten
to nineteen CLECs from which to choose. In contrast, residential customers in 257
towns*’ have no CLECs, and another 407 towns have only one or two CLECs from which
to choose.

The trend of limited choice in providers for more specialized services can be seen
in the point-to-point data. Ninety percent of ail municipalities surveyed do not have
competition in data services. Residents in 263 cities have no certificated providers of
data services.*® Residents in 843 towns (69 percent of ail municipalities surveyed) only
have one choice of provider for such services, while residents in 104 towns bave a choice
of two or three providers for these services.

*S This table is based on the same 1222 data points that were the basis for the maps. However, an
additional 209 cities reported data to the Commission that did not have the necessary census codes to be
inciuded in the map, and therefore are not included in the map data set. Most of them had only ILEC
service available and no choice of CLECs for any of the service types.

‘6 There may be providers offering point to point data services that are not required to report to the
Commission because the reporting requircment is made only of centificated providers, and it is not
technicaily necessary to obuin & certificate from the Commission in order to provision point-io-point
services.
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CLECs IN TEXAS BY METRO SiZE AND GEOGRAFPHIC REGION

Another measure of geographic availability may be seen in the responses of the
CLEC:s that responded to the data request for this report. Table 3 shows the number of
competitive local carriers that are providing service to customers in each of the
geographic areas.

Factors of population growth, econormnic growth, and population density appear to
be important in the decisions of CLECs to invest in or resell voice telephony facilities in
a given area of Texas, as a sizeable number of competitors are available to Texas
residents in counties with populations over 100,000. The Large Metropolitan areas,
which comprise nearly half of the Texas population and have high population densities,
have by far the heaviest concentrations of CLECs. The Suburban and Small and Medium
Metro counties have about the same numbers of choices in providers as ¢ach other, even
though the former group has twice the population.

Even in the smallest Rural counties, the responses show that at least one
competitive provider is available to at least one county in that Council of Government.
Many Rural areas have two, three, or more CLECs in addition to an ILEC. Some of these
Rural competitors, however, may be aimed at customers with poor credit histories and are
not vying for the average local customer’s business.



Source: Public Utility Commission Data Request 2000 Responses
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Table 3 ~ CLECs in Texas by Size and Region
Regional Group Popuistion Category| Number of
CLECs (1999
Large Metro (Group t} Qver 600,000 40( '
Suburban (Group 2) Near Metros 22
Smail and Medium Metro (Gro Other Over 100,000 29
Alamo Area Council of Governments 20,001-100,000 10
Ark-Tex Council of Govemments 20,001-100,000 7
Brazes Vailey Council of Governments 20,001-100,000 8
Capital Area Planning Council 20,001-100,000 7
Central Taxas Council of Governments 20,001-100,000 8
Coastal Band Council of Govemments 20,001-100,000 -
Deep East Texas Council of Govemments 20,001-100,000 7
East Texas Council of Govemnments 20,001-100,000 7
Goiden Crescent Regional Flanning Commission 20,001-100,000 7
Heart of Texas Council of Govemments 20,001-100,000 8
Houston-Galveston Area Counci 20,001-100,000 10
Middle Rio Grands Deveiopmant Council 20,001-100,000 7
North Central Texas Council of Govemments 20,001-100,000 10
Panhandie Regional Planning Commission 20,001-100,000 8
Permian Basin Regional Planning Commission 20,007-100,000 5
South Plaing Association of Govemnments 20,001-100,000 8
South Texas Development Council 20,001-100,000 4
Taxoma Council of Govemments 20,001-100,000 7
West Ceantral Taxas Council of Govermwnents 20,001-100,000 5 N
Alamo Aresg Council of Goevemmaents 5,001-20,000 -]
Ark-Tex Council of Govermnments 5,001-20,000 4
Brazos Valley Council of Govemments 5,001-20,000 5
Capital Ares Planning Council 5,001-20,000 5
Central Texas Council of Govemments 5,001-20,000 a
Coastal Bend Councit of Govemments 5,001-20,000 7
Concho Valley Council of Governments 5,001-20,000 4
Deep East Texas Council of Governments 5,001-20,000 7
East Texas Council of Govemunents 5,001-20,000 8
Goiden Crascent Regional Planning Commission 5,001-20,000 7
Haart of Texas Council of Governments 5,001-20,000 8
Houston-Galveston Arsa Councll 5,001-20,000 8
Middle Rio Grande Development Council §,001-20,000 4
Nerth Central Texas Council of Govemments 5,001-20,000 8
North Texas Regional Planning Commission §,001-20,000 7
Panhancie Regionai Planning Commiasion 5,001-20,000 7
Permisn Basin Regional Planning Commission 5,001-20,000 7
Rio Grande Council of Govemments 5,001-20,000 3
South Plains Association of Governments 5,001-20,000 4
South Texas Development Council §,001-20,000 5
West Central Texas Councll of Govemments _ §,001-20,000 8
Ark-Tex Council of Governments 1-5,000 3
Caniral Toxas Council of Govemments 1-5,000 4
Coastal Bend Councll of Govemmaents 1-5,000 3
Concha Valley Councll of Governments 1-5,000 7
Middie Rio Grande Development Councit 1-5,000 8
North Texas Regicnal Planning Commission 1-5,000 8
Panhandle Regional Planning Commission 1-5,000 8
Psrmian Basin Regional Planning Commission 1-5,000 5
Ric Grande Council of Governments 1.5,000 4
South Plaing Association of Govemments 1-5,000 5
South Texas Developmant Councll 1-6,000 2
West Cantral Texas Council of Gavemunents 15,000 8
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NUMBERING CODE INDICATORS OF COMPETITORS

One measure of competitive availability can be found in the numbering prefixes
(NXX codes) acquired by competitive carriers. Numbering codes are used to route and
rate the switched telephone traffic within the nationwide network and ensure that a cal] is
delivered to the telephone switch serving the customer being called. According to FCC
data, Texas had 80 local service competitors holding numbering codes in mid-2000, up
from 32 local service competitors in mid-1999. Those codes were geographically
dispersed within Texas LATAs, as shown in Table 4.

Table 4 — Local Service Competitors by LATA

4hQtr |4thQtr| 2™ Qtr | -3*Qtr
LATA 1997 1998 1999 2000
Abilene 0 1 1 6
Amarillo 2 4 4 10
Austin 9 13 13 29
Beaumont 0 1 2 8
Brownsville 0 1 1 7
Corpus Christi 2 4 5 8
Dallas 14 25 24 48
El Paso 1 3 3 5
Heamne 0 1 { 4
Houston 13 19 19 43
Longview i 2 3 9
Lubbock 0 k] 4 8
Midland Q 1 l 4
San Angelo 0 1 i 3
San Antonio 8 11 11 28
Waco | 3 3 8
Wichita Falls 0 | 1 6

Sources: Local Competition: August 1998, Federasl Communications Commission, Industry Analysis Division, Comemon
Carmier Buresu; Anaiysis of Locsi Exchangs Routing Guide. -

The largest four metro areas in Texas have been the favorite destinations of
CLECs. Dailas and Houston had between 40 and 50 CLECs in their markets, and Austin
and San Antonio had about almost 30 CLECs in their markets. El Paso, despite being a
Large Metro arca, had only five CLECs in its market, fewer than cities such as
Beaumont, Longview, or Waco, which have a fraction of El Paso’s population. Lower
per capita income and mediocre business prospects might be responsible for this lack of
interest in El Paso. The data indicate that a large number of CLECs burst onto the scene
in 1998 and again in the first half of 2000.
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Market Penetration by Competitive Providers

Fifty-nine ILECs responded to the Commission’s data request. Out of the 311
CLECs certificated to provide service in Texas during at least some part of the 1998-1999
calendar period, 128 responded to the Commission's data request. Of the CLECs
responding, 36 indicated that they were not providing any local exchange services during
the period in question. The data in this analysis thersfore represent the reporting of 92
CLECs providing local exchange services in Texas at year-end 1999, Not all of these
carriers provided services in 1998,

CLEC Access LINES AND REVENUES

Texas has seen the beginnings of competition in local exchange service, shown by
the growth in the number of lines and the revenues for CLECs. Starting from a very low
level, CLECs have been increasing market share in Texas in the past three years. Market
share of CLECs for access lines rose from 1.3 percent in 1997 to 6.1 percent in 1999, and
in revenues the market share for CLECs rose from 1.6 percent to 9.0 perceat.

Figure 4 - Number of Lines Provided by ILECs and CLECs

15,000,000
10,000,000 -
RILEC
BCLEC
5,000,000 -
o -
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“7 It should be noted that while the CLEC data are good for illustrative purposes in this report, they
do not appear to be precise. In some instances, it is clear that the CLECs provided incomplete or incorrect
information in their geographic reporting. Secondly, the method of aggregating the data may iead o an
invalid conclusion concerning competition throughout the entire aggregated region, and any analysis must
recognize that telephone exchanges were merged into counties, and counties into larger groupings, based
on size and region. As for the number of CLECs reporting, however, the data set does achieve critical
mass. While 183 of the 311 CLECs certificated for at least part of the data period did nct report, &5 of
those do not have intercomnection agreements and can therefore be assumed to not have sizeable
operations, if any. Forty-two more of those did not get their interconnection agreement until after June
1999, and can therefore be assumed to not have had sizeable operations before the end of the data period.
That leaves 76 CLECs failing to report that potentiaily had operations in the data period, based on their
certification and interconnection agreement dates, while 92 CLECs with operations in the data period did
report. Within the data set of 128 CLECs that did respond, 43 CLECs had both their certificates and
interconnection agreements in order by end of 3" quarter 1998, while a total of 76 CLECS had these items
<in order by 3" quarter 1999.
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Table 5 - Comparison of ILEC and CLEC Lines and Revenues

1997 1998 1999
ILEC Access Lines 10,767,173 12,135,113 12,532,003
CLEC Access Lines 146,185 248,166 810,259
| Total Accass Lines 10,813,358 12,383.279 13,305,384
CLEC Percentage of Lines 1.3% 2.0% 6.1%
ILEC Local Revenues $2,044.864,321 | $2,160,771,998 | $2,287.287 648
CLEC Local Revenues 32,735,793 99,364,239 227,326,668
Total Locat Revenues $2,077,400,114 | $2.260.138.236 | $2.514.614,315
CLEC Percentage of Revenues 1.6% 4.4% 9.0%

Source: 1999 Scope of Competition Report; Data Request 2000 Responses

Similarly, the CLEC share of revenues has more than doubled in 97-98, and
doubled again by year-end 1999, as shown in Figure 5.

Figure 5 - Comparison of ILEC and CLEC Local Revenues
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Displayed in Table 6 are the number of residential and business lines provided by
CLECs, categorized by geography and county size. In terms of lines in 1999, CLECs
captured 8.2 percent of the Large Metro market, 11.4 percent of the Suburban market,
and 5.3 percent of the market in Medium and Small Metro areas. This table ciearly
reveals the emergence of local exchange competition, first in the Large Metropolitan
areas in 1998, followed by the beginnings of competition in counties with under 100,000

population.



Chapter 3 - Competition in the Late 1990s 39
Table 6 - CLEC Lines
County Size 1998 1999
CLEC Lines % of Total CLEC Lines % of Total

State Market State Market
Large Matro (Group 1) 179,921 3.0 330,383 8.2
Suburban (Group 2) 27,136 3.1 115 644 1.4
SmalMedium Metro (Group 3) 25,481 1.4 102,685 53
Aurat; 20,001 - 100,000 10,015 0.3 36,359 12
Aurak 5,001 - 20,000 3,712 0.5 14,864 1.9
Rural: 1 - 5,000 1,891 1.5 10,314 7.8
Total CLEC 248,166 20 810,259 6.1

Source: Public Utiilty Commission of Texas Data Request 2000 Responses

While the four largest {LECs in Texas — SWBT, Verizon, Sprint/Centel and
Sprint/United — have signed significant numbers of interconnection agreements with
competitive carriers under the FTA, the remaining ILECs have entered into relatively few
agreements. The agreements involving the smaller [LECs, which would be
predominately in Rural areas, are strictly resale agreements, usually with no wholesale
discounts. The limited number and extent of these agreements results from two factors:
(1) relatively little interest on the part of other carriers to compete in less urbanized areas,
and (2) the partial exemption of rural telephone companies from the interconnection

requirements of FTA § 251(c).

Table 7 displays the revenues from residential and business customers by ILECs
and CLECS, categorized by geography and county size. (For a breakdown of each of the
69 areas listed in the data collection instrument, see Appendix J.) CLECs appeared to be
providing higher-value local service in the Large Metro and Suburban areas of Texas
than in the state as a whole. In terms of revenues in 1999, CLECs captured 11.7 percent
of the Large Metro market, 15.4 percent of the Suburban market, and 5 percent of the
market in Medium and Smail Metro areas. CLEC revenues comprise less than 4 percent
of all reveaues by local exchanges in Rural areas.

Table 7 - CLEC Revenues

County Size 1998 - 1990 _

CLEC Revenue % of Total CLEC Revenue % of Totsl
State Mariost Stats Market
Large Metro (Group 1) _ 56,098,208 4.7 158,742,378 11.7
Suburben 13,636,940 8.9 27,280,185 15.4
SmaliNed. Metro (Gr. 3) 10,539,058 33 17,779,208 50
Rursl; 20,001 - 100,000 17,925,710 38 22,833,530 44
Aura; 5,001 - 20,000 1,106,843 1.1 2,332,381 22
Rurad; 1 - 5,000 57,602 0.4 359,007 2.4
Total CLEC 99,364,239 44 227,326,668 8.0

Source: Pubiic Utlity Commission Data Raquest 2000 Responsess
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The FTA envisioned the entry of local exchange comnpetitors through three
avenues: facility-based, resale, and the purchase of unbundled network elements (UNEs).
Figure 6 shows the manner in which CLECs provided service in Texas in 1998 and 1999,
In 1999, CLECs appeared to use each of the three methods of entry in equal proportions.

Figure 6 - CLEC Method of Service Provision (Number of Loops)
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COMPETITIVE ENTRY INTO TEXAS MARKETS

While CLECs have increased market share statewide, the data showed that
CLECs were more successful in gaining market share in Large Metropolitan areas than in
small metro or Rural areas. The comparison of the business and residential markets
below indicates that CLECs penetrated business markets faster than residential markets in

1998 and 1999.

Business/Residentlal Comparisons

CLECs have been much more aggressive in gaining market share in local service
for businesses than for residential customers. CLECs have twice the number of business
lines than residential lines, as shown in Figure 7. While CLECs showed strong growth
rates in both markets, by 1999 CLECs had ten percent of the lines that served business
customers compared to only three percent of lines that served residential customers, as
can be seen in Table 8 and Table 9. CLECs had a six percent market share of residential
revenues, indicating that their revenues per residential line were much higher than that of

ILECsS, as shown in Table 10 and Table 11.
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Figure 7 = Comparison of Residential and Business Telephony Services in Texas by
Local Access Lines
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Table 8 - Residential Lines

1997 1998 1999 -
Lines % Lines % Lines %

ILEC 7,619,269] 98.4 8,009,450  99.0| 8,216,074 96.7

CLEC 122,450 1.6 79.114 1.0 280,826] 3.3

Total 7,741,719 8,088,564 | 8,496,900

Source: Public Uity Commission Data Request 2000 Responses

Table 9 - Business Lines
1997 1998 1909
Lines % Lines % Lines [ %
ILEC 3,147,004] 993 4125863 96.1 4,315,929 09.7
CLEC 23735] 0.7 160,082] 39 483,055 103
Total 3,171,639 4,294,715 4,809,984

Source: Public Utility Cornmission Deta Request 2000 Responass
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Figure 8 - Comparison of Residential and Business Telephony Services in Texas by
Revenues _
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Table 10 - Residential Revenues
1997 1998 1999
Revenue % Revenue % Revenue %
ILEC 976,178,035 98.5 962,972,235 96.8 1,048,862, 158 939
CLEC 14,375,823 1.5 34,019,358 4 67,632,538 8.1
{Total 990,553,858 996,991,589 1,116,494,691]

Source: Public Utility Commission Data Request 2000 Responses

Table 11 - Business Revenues

1997 1998 1969
Revenue % Revenue % Revenue %
ILEC 1,068,466.286]  98.3 1197,799,762] 948 1,238,425,494) 88.8
ICLEC 18,383,970 1.7 65,344,881 52 150,694,131 114
Total 1,086,346,256 1,263,144,843 1,398,119,624

Source: Public Utillty Commission Cats Request 2000 Responses

Facilities-based CLEC lines were almost exclusively in Large Metro areas.
Eighty percent of all facilities-based CLEC lines in Texas served business customers in
Large Metro areas, with another 10 percent serving Large Metro residential customers.
Resale and UNEs were both popular outside Large Metro areas and with residential
customers. See the charts and tables in Figure 9 and Figure 10.

The mix of business and residential customners varies significantly by population
of a region. In Large Metro and Suburban areas, CLECs had 70 percent of their lines
serving business customers and 30 percent.of their lines serving residential customers
Medium and Small Metro areas of Texas saw a roughly 50-50 mix between business ana
residentiai lines. In Rural areas, CLECs served only 40,148 customers, with 30 percent
of these being business customers and 70 percent being residential customers.
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Figure 9 - CLEC Residential Lines by Provision Type and Region
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Feciities Resals UNEs Total
) 1908 | 1908 | 1908 | 1008 | 1968 | 1908 | 1998 | 1999
Residential - Lines
Large Metro (Group 1) 7500 | 27082 | 3422 | 70101 | 8087 | 5573 | 49.%8{ 152,890
Suburban (Group 2 88| 4300 7200 us@]| 73| 1saw| ssn| umsl
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Figure 10 ~ CLEC Business Lines by Provision Type and Region
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Large Metro (Group 1) 58300 [ 200837 | 67427 | 84324 | 4793 | 78290 | 120523 350451
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Retalil P‘rice; and Cross Subsidies

In 1998 and 1999, the business sector attracted telecommunications competition
at a far greater rate than the residential sector. Eatrants, seeking the larger revenue
streams, flocked into high subscriber-density areas rather than into low-density areas.
This phenomenon, described by incumbents as “cream-skimming,” is hardly surprising
given the economics and the status of current telecommunications regulation.

Regulation tends to encourage “cream-skimming” by imposing cross-subsidies.
The current retail rate structure contains implicit subsidies designed to achieve universal
service. To subsidize basic services, regulators allow the telecommunications industry to
assess a high mark-up on vertical services.*® Business services typically have tariffed
retail rates set at a2 much higher level than their costs to subsidize residential services.
Urban customers tend to gay rates that are above cost, while rural customers tend to pay
rates that are below cost.

The practice of imposing cross-subsidies is incompatible with the goal of
promoting fair competition (i.e., based on real economic costs) via the construction of
new facilities by new competitors. Cross subsidies also are inconsistent with fair
competition via the purchase of UNEs, especially when the TELRIC-based pricing for
UNEs is based on regional differences, rather than by customer class. Specificaily, cross-
subsidy regulation imposing retail prices inconsistent with the associated UNE rates
encourages competitors into UNE-based “cream skimming”™ for services with overly high
retail prices, and unduly discourages competitors from UNE-based provisioa for services
that are under-priced.

In Texas, competitors can, under certain circumstances, take advantage of cross-
subsidy regulation to offer service to business customers in high-density areas for a better
rate than the ILEC can offer. The sum of TELRIC-based UNE rates for business services
in urban areas is often less than the tariffed retail prices charged by the ILEC, which
contain implicit subsidies for residential telephone service. Therefore, if a competitor’s
retailing costs pius the sum of UNE rates owed to the ILEC is below the ILEC's tariffed
retail price, the competitor can turn a profit by purchasing a business phone’s underlying
UNEs, allowing it to offer various optional calling features at a total rate below the
ILEC's retail price.”® This opportunity is reinforced when the targeted customers spend
relatively large amounts on long distance and other optional services without causing the
competitor to incur substantial additional costs.

-

‘4 Actually, it is the flat-rated access to the telephone network (and hence to all services) via the
customer's “local Joop™ that tends to be subsidized.

“ Some of these cross-subsidies were diminished in the Commission’s universal-service project
(Compliance Proceeding for Implementation of the Texas High Cost Universal Service Plan, Project No.
18515), which provided for larger-scale, more sysiematic subsidies to providers serving customers in high-
cost areas by means of a substantially increased Texas Universal Service Fund surcharge assessed on all
taxable lelecommunications recsipts.

% David Sibley, Declaration for SWBT in Interim Process for New Services and Promotional
Offerings, and Pricing and Packaging Flexibility Tariffs, Pursuant to PURA Chapters 52, 58, and 59,
Project 20956, (Oct. 21, 1999). '



45 2001 Report on Scope of Competition in Telecommunications Markets of Texas

On the other hand, providing services using UNEs to residential customers (at
least those who use long-distance sparingly and purchase few if any optional services)
may not be profitable for competitors because the revenue the competitors can recover
from the retail rate could be below the sum of the UNE rates needed to provide such
service. Consequently, com‘petitors are much less likely to provide UNE-based service to
such residential customers.’

This inconsistency of retail rates and UNE rates for residential and business is
illustrated below.*?

Figure 11 - TELRIC-based UNE Rates vs. Retail Rates
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Long Distance Competition

Although Texans enjoyed a wide selection of long distance carriers (also known
as interexchange carmriers, or IXCs) at the end of 1999, the long distance market
continued to be dominated by three carriers: AT&T, WorldCom (which merged with
MCI in September 1998), and Sprint. Economists refer to this phenomenon as a “tight
oligopoly,” meaning that the dominant competitors possess a level of market power that
enables them to use significant discretion in setting prices. A market may be considered
a “tight oligopoiy’” if its four largest firms serve at least 60% of the market. In 1999, the

' The ability to resell the ILEC’s services at a discount offers an additional avenue for
competitors to provide service. The availability of universal-service subsidies for providing facilities- or
UNE-based service to customers in high-cost areas aiso provides an incentive for competitors to serve some
customers in less urbanized areas. .

% David Sibley, Declaration for SWBT in /nterim Process for New Services and Promotienal
Offerings. and Pricing and Packaging Flexibility Tariffs, Pursuant to PURA Chapters 52, 58, and 59,
Project 20956, at 6 (Oct. 21, 1999).

¥ As of September 2000, 1550 long-distance carriers were registered with the Public Utlity
Commission of Texas. The commission’s list of registered long-distance carriers can be found at
http//www.puc.state.tx. ustelecommy/directories/ixc. xls.
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market share in Texas of the largest three [XCs was 78.8% compared to 80.2% in 1997
and 87.2% in 1995 for the same three firms.**

Figure 12 - Long Distance Market Share of AT&T, WorldCom, and Sprint
Combined
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Another widely recognized measure of market power is the Hirschman-
Herfindahl index (MHI).”* This index ranges from a theoretical minimum of just above
zero (meaning no firm has 2 meaningful market share) to a maximum of 10,000 (meaning
a complete monopoly exists). An HHI at or above 1,800 indicates that a market is tightly
oligopolistic, i.e., highly concentrated. While the HHI was 3,370 in 1995 and 2,724 in
1997, it declined to 2,497 in 1999.% The last HHI suggests that the Texas intrastate long
distance market was still highly concentrated at the start of 2000, though the market

power of the three largest IXCs was continuing to decline.

4 These market-share percentages are based on originating access minutes of use. The 1995 and
1997 percentages are for AT&T, MCI, Sprint, and Worldcom combined. The 1999 percentage is for
AT&T, Worldcom and Sprint; Worldcom purchased MCI in 1998, Market share also may be measured
using revenues, presubscribed lines, customers, or some other measure.

% The HHI is calculasted by summing the squares of cach firm's market share expressed as a
percentage.
% These indices are actually lower-bound estimates, derived by adding the sums of the squares of
the shares of the top four long-distance carriers in 1995 and 1997 and the top three in 1999. The 1999
estimate was caiculated using only access minutes of use purchased from SWBT, Verizon, and the Sprint
ILECs. Staff was not able to obtain data on an IXC-specific basis due to the reluctance of companies to
provide company-specific data. The probiem of obtaining data to calcuiste the HHI is discussed in Chapter
7 of this Report, under Legislative Recommendation No. 3 (Clarify and Ensure Commission Authority to
Protect proprietary Information) as one of several examples of companies’ refusal to provide information
due to concerns about the Commission’s ability to protect commerciaily seasitive information.



48 2001 Report on Scope of Competition in Telecommunications Markets of Texas

Figure 13 - Hirschman-Herfindahl Index (HHI) of Three Largest Long Distance
Carriers (AT&T, WorldCom, and Sprint)
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A significant change in the long distance arena occurred on July 10, 2000, when
SWBT's affiliate SBC Long Distance entered the interLATA long distance market.
Unlike other long distance carriers, as of late 2000 SBC Long Distance offered
interLATA long-distance service only to SWBT's local exchange telephone customers.
Given SBC Long Distance’s initial success in attracting long distance customers
combined with customer enthusiasm for one-stop shopping, the erosion of the interLATA
dominance of AT&T, WorldCom, and Sprint appears to be accelerating. As of December
3, 2000, SBC reported to the Commission that 1.2 million residential customers and more
than 300,000 business customers had signed up for its inter|.ATA long distance. The
associated access line total represents more than 12% of SWBT’s access lines in Texas.

As a result of a resttucture of the Texas Universal Service Fund and the
implementation of PURA § 58.301, Switched Access Rate Reduction, between September
1, 1999, and July 1, 2000, switched access rates charged to IXCs for originating and
terminating long distance cails were reduced significantly. The reductions were flowed
through to retail customers in the form of lower long distance rates. On average, a
standard long distance call that previously was priced at $.15 - $.25 per minute of use was
decreased to $.10 to $.20 per minute of use. Generally, long-distance rates charged by
large IXCs were reduced by five cents ($.05) per minute of use. These reductions
memorialized an important goal of the last legislative session — to make certain that retail
customers benefited from significant reductions to access charges paid by IXCs.

Conclusion

CLECs entered Texas in large numbers, particularly in Dallas and Houston, which
had over 40 CLECs by mid-2000, and in Austin and San Antonio, which each had nearly
30 CLECs. CLECs gained market share in local telephony, particuiarly in the Large
Metro and Suburban areas of those four cities.

¥ SWBT’s entry into the (ong distance market is discussed in detail in Chapter 2 of this Report.
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CLECs had stronger market penetration among business customers than
residential customers. CLECs entered Large Metro markets by building infrastructure
and entered other regional markets by using a combination of resale of services and
purchase of UNEs. Even rural areas of Texas were found to have muitiple CLECs, but
questions remain as to whether these CLECs serve a small niche market or the broader
range of residential customers. Market penetration in rural areas overall was limited but
increasing over time.



